Principles of Islamic Finance
Islamic finance refers to a system of finance based on Islamic law (commonly referred to as Sharia 4 ). 
Development of the Islamic Finance Industry Growth of Islamic Finance
The global Islamic finance industry is rapidly growing.
In the past 30 years, the industry has witnessed the development of over 500 Sharia-compliant institutions, whose reach now spans 75 countries (KPMG 2006 • Murabaha Sale (cost plus markup sale contract).
The most widely offered Sharia-compliant contract is murabaha, an asset-based sale transaction used to finance goods needed as working capital. Typically, the client requests a specific commodity for purchase, which the financier procures directly from the market and subsequently resells to the client, after adding a fixed "mark-up" for the service provided. It is permissible for the financial institution to appoint the client as an "agent" on its behalf (by means of a contract) to directly procure the commodity from the market. However, ownership of the commodity (and the risk inherent thereto) strictly lies with the financier until the client has fully paid the financier. In most cases, clients repay in equal installments. The markup is distinct from interest because it remains fixed at the initial amount, even if the client repays past the due date. Among the primary conditions for a murabaha sale to remain Sharia-compliant are (i) the financier must own the commodity before selling it, (ii) the commodity must be tangible, and (iii) the client must agree to the purchase and resale prices. • Ijarah (leasing contract). Ijarah is a leasing contract typically used for financing equipment, such as small machinery. Duration of the lease and related payments must be determined in advance to avoid any speculation. For the transaction to be considered Islamic (and not a sale with camouflaged interest), the ijarah contract must specify that the ownership of the asset, and responsibility for its maintenance, remains with the financier. An ijarah contract may be followed by a sale contract, in which event the ownership of the commodity is transferred to the lessee.
• Musharaka and Mudaraba (profit and loss sharing).
The profit and loss sharing (PLS) schemes are the Islamic financial contracts most encouraged by Sharia scholars. Musharaka is equity participation in a business venture, in which the parties share the profits or losses according to a predetermined ratio. Musharaka can be used for assets or for working capital. Mudaraba denotes trustee financing, in which one party acts as financier by providing the funds, while the other party provides the managerial expertise in executing the project. In mudaraba, profits are shared according to a predetermined ratio; any losses are borne entirely by the financier. If the mudaraba joint venture results in a loss, the financier loses the contributed capital and the manager loses time and effort. Both PLS schemes require particularly vigilant reporting and a high level of transparency for profits and losses to be distributed justly. Consequently, though promoted strongly by Sharia, they result in substantial operating costs particularly for micro and small enterprises that are not accustomed to formal accounting.
• Takaful (mutual insurance). The equivalent of Islamic insurance, takaful is a mutual insurance scheme. The word originates from the Arabic word "kafala," which means guaranteeing each other or joint guarantee. Each participant contributes to a fund that is used to support the group in times of need, such as death, crop loss, or accidents. Paid premiums are invested in a Sharia-compliant manner to avoid interest.
a There is only one type of permissible "loan" according to Sharia, the Qard-Hassan (or Benevolent) Loan, which is interest-free and often considered a form of charity because it is typically forgiven in the event of default. All other mechanisms are better termed financing agreements, or contracts. However, for the purposes of this Focus Note, the term "loan" may be used to denote financing arrangements within the Sharia context. b Adapted from Khan (2008) . c For a detailed discussion of takaful, see Maysami and Kwon.
Box 2. How Does Savings Work?
Islamic savings products are deposits that are invested pursuant to the principles set forth in this paper. A typical savings product is a form of mudaraba, in which the saver "invests" her deposit in the business of a financial institution. The financial institution invests its managerial expertise and intermediates the deposits/ investments in a Sharia-compliant manner. Profits (or losses) are shared pursuant to prior agreement. Such a savings arrangement also could be considered a form of musharaka because other depositors are also depositing funds for investment in the same financial institution. Even takaful can operate as a savings product because premiums are invested in a Shariacompliant manner and are often disbursed at the end of an agreed term, regardless of any insurance claim.
an estimated US$5 billion in premiums held in 2007 against a global insurance turnover of US$3.7 trillion (Zawya 2008) .
Global Expansion
Despite its 
Government Regulation
Islamic financial services originally operated in an unclear regulatory landscape. However, as they expanded, they presented several regulatory challenges that governments have attempted to address to various degrees.
One approach has been to proactively encourage, even mandate, Islamic financial services by law.
Northern Sudan, for example, adopted Sharia- 
Government Promotion of Islamic Microfinance
As in the case of the larger Islamic banking industry, government regulation can play a significant role in the expansion of Sharia-compliant microfinance.
Indonesia. In Indonesia, the government has actively Finally, the CGAP survey identified that over 70 percent of the products offered are murabaha. Islamic
MFIs generally offer only one or two Sharia-complaint products. Concentrating primarily on asset financing, the industry still lacks product diversification to serve the various financial needs of the poor. The difference may reflect the higher transaction costs inherent in certain Sharia-compliant products.
BPRSs are mainly engaged in murabaha, which incurs the expense of first procuring the commodity to be 
